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SUBJECT: Health Insurance Deduction Conformity

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTSIMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY.
DEPARTMENT POSITION CHANGED TO
X REMAINDER OF PREVIOUS ANALYSIS OF BILL AS INTRODUCED/AMENDED 2-17-98 STILL APPLIES.

X OTHER - See comments below.

SUMMARY OF BI LL

This bill would conform California lawto federal law as it relates to the self-
enpl oyed heal th insurance deduction. The federal deduction is presently 45% of
the health insurance costs incurred for 1998 and is phased-in to 100%in the year
2007. California presently allows 25% of health insurance costs incurred as a
deduct i on.

SUVVARY OF AMENDIVENT

The May 13, 1998, anendnent increased the phase-in amounts for the sel f-enpl oyed
heal t h i nsurance deduction fromthe naxi num of 80%in 2006 to the higher current
federal anounts. Additionally, the amendnent renoved | anguage that woul d have
di sal l owed a deduction for any anmounts paid to the National Tobacco Settl enment
Fund.

EFFECTI VE DATE

This bill would be effective for taxable years beginning on or after
January 1, 1998.

SPECI FI C FI NDI NGS

Except for items stated in this analysis, the department’s analysis of the bill
as introduced on February 17, 1998 applies.
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Exi sting federal |aw provides for a deduction in determ ning adjusted gross
income (AGI) of 45% (effective for 1998) of a self-employed individual’s cost for

health insurance. Federal law also incrementally allows the deductible

percentage to increase to 100% beginning in the year 2007. The percentage is

increased as follows:

45% in 1998 and 1999,

50% in 2000 and 2001,

60% in 2002,

80% in 2003 through 2005,
90% in 2006, and

100% in 2007 and thereafter.

Thi s bill would conform California law to federal law as it relates to the self-
employed health insurance deduction.

Policy Considerations

Conforming to federal tax law is generally desirable because it is less
confusing for the taxpayer. With conformity, the taxpayer is required to
know only one set of rules. Conformity also eases the department’s
administration of the law by utilizing many federal forms and instructions.

FISCAL IMPACT

Tax Revenue Estimate

The revenue losses from this provision are estimated to be as shown in the
following table.

Fiscal Year Cash Flow Impact
Effective 1/1/98
Enactment Assumed After June 30, 1998
$ Millions

1998-9 | 1999-00 | 2000-01 | 2001- 02 | 2002- 03 | 2003-04 | 2004- 05 | 2005- 06 | 2006- 07

($18) ($18) ($23) ($30) ($51) ($76) ($87) ($105) ($140)

This analysis does not consider the possible changes in employment, personal
income, or gross state product that could result from this measure.

Revenue Discussion:

The revenue impact of this provision would be determined by the number of
self-employed individuals who claim additional insurance deductions and the
average marginal tax rate applicable to the deduction amounts.

This estimate was developed in the following steps. First, the number of
California resident taxpayers who currently claim the self-employed

insurance deduction was calculated from returns filed for 1995 (425,000).
Secondly, the current deduction amount of 25% was calculated to be $839 on
average for returns filed in 1995, making the average annual health

insurance premium $3,356 ($839 x 4). Third, the estimated number of
qualified taxpayers for 1995 was grown at 5% per year to yield 492,000
qualified taxpayers for 1998. Fourth, the insurance premium was grown at 7%
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per year to yield an average $4, 111 insurance premumfor 1998. Fifth, the
total deduction at 25% was cal culated to be $506 million for 1998 and the
anount deducted for health insurance prem uns on Schedul e-A was cal cul at ed
to be $388 mllion, generating a total deduction anpbunt under current |aw of
$894 mllion. At an average marginal tax rate of 4.5% (conputed by the PIT
m crosi mul ati on nodel for self-enployed individuals), the current |aw
revenue loss for 1998 is $40 mllion. Sixth, the total deduction was
calculated at 45% at a 4.5% marginal tax rate for 1998, generating a $41
mllion tax | oss and the anmount deducted for health insurance preniuns on
Schedul e-A was calculated to be $13 mllion, generating a total $54 mllion
tax loss. These steps resulted in a 1998 estimate of an additional $14
mllion tax loss. The 1998-9 fiscal year estinmate consists of the 1998 tax
loss ($14 million) and 30% of 1999 reflecting reduced estimated tax
paynments. Seventh, the total deduction was then cal cul ated at various

per cent ages from 45% phasing up to 100% by the year 2007. Losses were grown
to reflect a conbined annual growth of 5% (qualified taxpayers) and 7%
(prem uns) based on current historical averages.

POSI TI ON

Pendi ng.



